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Deay Mr, Chairman:

On March 5, 1973, you requested an evaluation and update of a
statistical table vegarding U.S. net exchange.costs.for the .Noxrth
AQJ&MLLQHLE&&EymQIgdBl&ﬂLlQn (NAIO) You also asked for our judge-
ment of certain cffects of the 1971 and 1973 dollar devaluations on
U.S. costs in NATO and foreign military purchases. In May 1973, your
staff requested us to also include comments on the Department of
Defense computation of the net balance of payments costs in NATO,

The following information is provided in response to your request,

NET FOREIGN EXCHANGE STATISTICS

The e¢nclosed tables (tables 1, 2, and 3) update the 1971 estimated
data you provided us on U,S. foreign exchange. .outlays asgsociated with
U:S. forces in Europe. These tables also contain dollar outlays and
fOrLlén mllltary purchases that were omitted from the information you
gave us.,

The tables reflect a net foreign exchange cost as follows:

Calendar Year Cost (millions)
1970 $ 1,096.8
1971 $ 1,014.8
1972 $ 1,701.9

Information provided by the Department of Commerce was used to
construct the enclosed tables, We were advised by Commerce officials
that this information is reported quarterly to the Department of
Commerce by the Depariment of Defensce (DUD), ond that figures for the
last quarter of 1972 are preliminary ac of Mavelh 1973,

The data on foreign military puwiclhios oo aceordiug to the Department

of Commerce, represent actual delivo viv o ot urpment and not total

purchascs for the years shown, lie v gsop $o0 ibiy is because, for

sales to most European countries, ooty o 0 awre closely associated
t
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with the [low of ecapital payments. Foreign military purchases generally
are pot paid for until delivery occurs, sometimes years later., The
Fedural Republic of ©ermany, however, does finance sume of its military
purchases from the United States with {unds already on advance deposit
with the U,5, Treasury,

The estimatoes contained in the table you provided indicated that
amounts of militarvy offsct purchases (not deliveries) were used for its
statistics, and alsu the table did not include data on certain other
Europcean areas.

Actual delivery figures as used in the enclosed tables would, in
our vicew, present a more accurate net exchange outlay. In addition, our
updated tables contain dita on the Azores, and the countries of Austria,
Yugoslavia and Sweden, since U,S, expenditures were made in those countries
in conniction with our present forces in Europe, and each of them also
purchased military equipment £rom the United States,

DOD COMPUTALLON OF NET ADVERSE
BALANCL. OF PAYMENTS COSTS

DOD otficials have stated that the net adverse balance of payments
costs in NATO for both fiscal year 1972 and 1973 totalled $400 million
as comparcd to the over $1 bitlion net U.S. foreign exchange costs you
provided us for calendar year 1971. Notwithstanding the base period
difference (fiscal vs. calendar years), the significant difference is
that DOD counsidered other items as additional offsets to expenditures
that could have an impact as lar as the U.S. balance of payments deficit
is concerned. The following schedule shows how DOD arrived at the
5400 mellion net adverse balance:

(Billion) (Billion)
A. Total Gross Department of Defense Expenditures $4.5

Offsets 10 DOD Fxpenditures

B, Cash Receipts from NATO Military Purchases in

U.S, under DUD Auspices $1.5
C. Cash Keceipts from NATO Military Purcha s in

U.S, (dircctly commercial) -5
D. Increased U.S. Exporvis Crowm .5, Laponditnres

in Europe .9
E, Purchase of .9, Sconritics by Gerwnav .7
F. Barter Exports Oftsctting LU.s. Dofon

Expenditures Overseas o5

G. Net Adverse Balapeo Jyom DXy b0 0 0, S .4
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We have prepared our schedules in a manner consistent with the infor-
mation you provided, and belicve that the additional offsets considered by
DOD to arrive at the $400 million net deficit are questionable, Moreover,
as recently pointed out on the floor of the Senate (congressional record -
June 8, 1973, DOD has stated a $1.5 billion annual adverse balance of
payments cost in NATO, as compared with a $400 million deficit previously
cited for a 2-year period,

For an cxplanation of the offset items previously cited by DOD we
are cnclosing notes to a DOD data sheet which was prepared to describe
them, As indicated, we believe the use of some items for offset is
questionable, Our analysis of these follows,

Cash receipts from NATO military purchases
in the United States under DOD guspices

DO indicared that actual cash receipts were not used for this
amounl and thal the amount of the current offset agreement with Germany
tor militarv puvchases vepresents most of this offset, The remaining
portion of the oflset is comprised of cash receipts from other NATO allies
with the fiscal ycar 1973 amount based on an assumption that the level
will be the same as fiscal year 1972,

Germany finances about $.5 billion of its agreed purchases with
funds already deposited in the United States, and the timing of the
actual balance of payments impact of the deposit appears questionable.
We believe deliveries or actual cash receipts are more accurate measures
of balance of payments impact,

Cash receipts from NATO
commercial military purchases

About 60 percent of this DOD offset, $300 million, represents
Germany's scheduled commercial purchases and the remainder includes
commercial purchases of other NATO countries. DOD assumes it has
exercised a demonstrable influence resulting in these other commercial
exports. However, it is possible that a significant amount of these
purchascs would be made regardicess of DOD influence overseas. For
example, France continued to purchase militory items from U.S. manu-—
facturcers without substantial U.S. defense cxpenditures there,

Increased U. 8, exports (fecedback)

As explained io the enclosed DOD nores on the oty sheet entitled
"Department of Defense = Balance oif Payy wie oo VaTO - FYs 1972-1973Y,
DOD assumes 4 20 percent German fosdback too 00 whieh it uges as an
offsct,  As the basis for th foodb i, 0 307« Ldr indicated that there
was a 19.5 percent roturn, bur thio wor g a0 0 o uuption that U.Ss.,
expenditures in Germony wer oot o oondlen] Joced, The study was

based upon data priov Lo .
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BOD also attrrbutes the 20 percent feedback to all other U.S. military
expendi tures in RATO Durope.  DOD officials could not provide any further
document ed bawis for the feedback offset.

An authovity on im.ernational economics, while testifying before
Congress, expresacd the opinion that U.S. defense expenditures create a
conscquent 1cedbhack effect on underdeveloped arcas but he said this is
not true for dovioloped arveas,

We also question the basis for this offset item, its applicability
for developed Furopean countries, and while some degree of feedback may
be realized, we do not believe the underlying assumptions justify claiming
a 20 percent return.

Purchase of U.S, scenritics by Germany

Athough DOD recopnizes that securities must also be repaid, DOD
has not inciuded as an added expenditure about $635 million of securities
redecmed by Geimouy during the same period. DOD officials indicated that
only the fiscal yeno L1972-1973 Germau offset agreement terms were
considered regarding the purchased securities and that redemption of
previously purchased securities was not considered.

The inclusion of the purchase of securities as an offset when
excluding the red mplion of sccurities gives a misleading picture of
the true balance of payments impact for the period indicated. We
believe the redemption cxpense should be set againsL the purchase off-
scb to arvive at a tair balance of payments impact.

Barter export offscls

The term “barier" is a misnomer for this program as actual barter
of commeditics is no longer done., DOD feels justified in using this
vffset since it has the largest level of expenditures overseas and there-
fore would be the most lopical agency giving incentive to the program.

Although this propram has had a positive balance of paymenls impact
for the United States, the basis for DUD taking the ottfset is vague,
Agricultural commoditi o could be seld oversea vevardless of the
expenditures by OD.  Furtbermore, on May o0 1073, the barter program
was suspended by the Departmont of Agvicunliare du e the strong demand
for U.s. commoditics makding the «xport foeon s o ob th program
unnecessary.,
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ANALYS1S OF CALENDAR YEAR
1971 AND 3-YEAR TREND

The enclosed table for 1971 net exchange outlays shows about a
$265 million lower total outlay than in the estimated table which you
provided. 1In our view this difference is accounted for because the
table:

—-—contained estimated statistics,
-—omitted data on certain European countries, and

——used an offset purchase figure for Germany which was about
$144 million less than actual deliveries shown on Department
vf Commerce records.,

1n order to present a trend analysis for all 3 years, we have
incorporated cach foreign exchange category into one table (table 4),
This table shows that the U,5. foreign exchange expenditures have
cunsiderably increased in the majority of the countries, Against
this is offset the cost of foreign purchases of U.S. military equip~
ment deliveries. The total figure, largely due to German purchases,
increased in 1971, but in most cases the figures decreased individually
by country in 1972 and substantially decrecased in total,

The table reflecls a net U.S. exchange cost increase in almost
every country to the total 1972 level of about $1.7 billion.

DEVALUATION IMPACT ON U,S,
PARTICIPATION IN NATO

As a result of the 1971 and 1973 devaluations of the dollar, DOD
costs for programs in NATO countries have increaseced.

DOD assembled data concerning the worldwide budgetary impact of
these devaluations in terms of the added costs of purchasing foreign
currencics with U.S. dollars. This information indicates the fullowing
DUD major lesses on the dullar devaluations:

Totals FY 1972 FY 1673 FY 1974
{millicons)
1971 devaluation S 295.,8 o134, 5 S O B $ -
1973 devaluation 327.3 - oA Thn 212.7

Total YA St oAy » o212.7
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These budpetary Figures do not include increased personal spending
of overscas poraonnel, except station allowances and per diem, which
could conceivably increase the overall balance of payments loss by an
estimated S140 million on the 1973 devaluation above.

Of the total worldwide budgelary impact shown above, approximately
$119,1 million 1. «stimated by DOD Lo be related to revaluation of the
Japanese yen currencivs (including Okinawa). Also, about $60 million
is associated with DOD petroleam, oil, and lubricant procurement over-
seas, about halt of which is estimated to be purchased in Europe.

Using the DOD estimates to summarize the total impact on U.S.
participation in NATO, n rough calculation would indicate a total
devaluation loss of about $600 million.

DEVALUATTON IMPACT ON T"OREIGN
MILITARY FURCHASLES

The Foreign Military Sales Act requires foreign purchascrs of
U.S. military cquipment to pay for the equipment in U.S. dollars.
Also, military sales contracts do not contain a devaluation clause.
Therefore, the recent devaluations of the dollar in foreipgn currency
markets, particularly Burope, do not directly impact on the number of
dollavs paid for U.S, defense articles and services. This means that
POD accepts the same dollar amount of cost value for military equip-
ment and scrvices cven though the dollar is devalued in terms of the
purchasing country's local currency.

Because of the dollar devaluation fureign currencies can be
cxchanged for more dollars., This can lead to greater foreign purchases

of gouds from the United States.,

We hope this informalion will provide you with the background you
requested.,

Sincercly yours,

PAUL G. DEMBLING

Acting Compl ol - General

of the Harrod S ates

Enclusures ~ 2
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Tabloe & FOREIGN EXCHANGE OUTLAYS ASSOCIATED »
WITH U.S. FORCES IN ELUROPE
CALENDAR YEARS 1970-1971~1972
(millions of dollars)

U.5. Foreign Exchange Foreign Purchases of
Expenditure Associated with U.S. Military Equipment Net U,5. Foreign
U.S. Forces Stationed (deliveries) Exchange Costs
in_Europe
Years 1970 1971 1672 1970 ; 1671 1972 1970 1971 1972
Gormary 1,063.5 1,237.1 1,330.0 193.9 584,11 212.1 8£9.6 643.0 1,117.9
Lol Rimgdeonm A 225.5 251.3 328,7 175.0 104.5 55.4 50.5 146.8 273.3
SEL ; 97.0 107.3 125.5 48.5 60.5 35.7 48,5 6.8 89.8
Linus E L0.4 50.1 51,7 9.7 11.6 15.5 30.7 38.5 36.2
J g 28.7 32.3 30,2 8.6 10.3 11.4 20.1 22,0 18.8
Do % 3.1 1 36,0 43.7 5.8 12.1 7.3 24.3 23.9 | 36.4
i [ 5.4 } 7.4 7.8 28.7 13.7 15.3 D7¢22.8) (6.3) (7.3)
Ry I‘ T 65.9 63.9 6.7 35.7 28.3 42.9 30.2 35.6
Oubir . Fumeped! E 87.5 103.9 13,2 61.9 64,7 64.3 25.7 3.2 48.9
{
Unallocatddgf : 40.7 62,1 67.1 33.4 31.4 14.6 7.3 30.7 52.5 %
TO1ALS ; 1,543.90 1,853.4 2.141.8 596.2 938.6 459.9 1,096.8 1,014.8 l1,701.9 2;
Source and feotnetce! Seg table 1 o
£ b

]
L
1 990S0ToNA




ENCLOSURE 2
Notes on Data Sheet Entitled,

“Department of Defense - Balance of Payments Impact
NATO - FYg 1972-1973"

A. Total Gross Department of Defense Expenditures - $4,5 billion ~

Gross U.S. Defense expenditures entering the balance of payments in NATO
Europe in FY 1972 were approximately $2.1 billion and are currently
estimated at somewhat less than $2.4 billion in FY 1973. Total for the
two years taken together is $4.5 billion.

B. Cash Receipts from NATO Purchases in U,S, under DoD Auspices -

$1,5 billion - Includes $.9 billion under U.S. FRG offset arrangements
and $.6 billion from other NATO countries. Under current U.S. FRG offset
arrangements covering FY 1972-73, German military purchases are scheduled
at about $1.2 billion. Of the $1.2 billion, approximately $.9 billion

is assumed to be under DoD auspices and $.3 billion in receipts from
purchases directly through U.S. commercial channels. Cash receipts from
other NATO allies were $.3 billion in FY 1972 and are assumed to remain
at that level in FY 1973. Our standard footnote on receipts is:

Cash receipts data include (1) sales of military items through
the U.S., Department of Defense; (2) sales of services and excess
personal property; and (3) receipts for military equipment pro-
cured through private U.,S, sources where covered by government-
to-government agreements, e.g., with the Federal Republic of
Germany. Excludes financial arrangements, e.g., sale and
redemption of medium term U.S, securities with the FRG,

C. Cash Receipts from NATO Military Purchases in U.S, (direct commercial) -
8,5 billion - This $.5 billion includes $.3 billion direct commercial pur-~
chases by the FRG in the U.S., during FY 1972-73. An additional $.2 billion
is assumed during FY 1972-73 ($.1 billion per year) for commercial purchases
by other NATO countries directly from U.S. suppliers.

D. Increased U.S, Fxports from U.,S, Expenditures in Europe - $.9 billion -
Since about FY 1968 under U.S.-FRG offset arrangements, the FRG generally

has been given credit for a 20% "feedback" effect. This assumes that the
equivalent of 20% of U.S, military spending in the FRG returns to the U.S.
in other accounts, i.e., serves to increase U.S. commercial exports. The

$.9 billion reflects 20% of the gross expenditure estimate of $4.5 billion
in NATO Europe. '

E. Purchase of U.S, Securities by FRG - $.7 billion - Current U.S. FRG
offset arrangements include German purchases of U.S. securities of more
than $.6 billion, and in addition the equivalcut of the interest on

the loan is added as a separate offset entrv, Together, these are shown
at $.7 billion. It is recognized that such loans must be repaid: this
loan or credit is repayable after 4-1/2 veauvs
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F. Barter Erports Uffsetting U.S, Defense Expenditures Overseas -

$.5 bitlion - DD "receipts' associated with barter exports reached
approsimately 5.9 billion in FY 1972 and are assumed to remain at about
that level in FY 1973, about $250 million each year is associated with
U.5, requirement = in NATO burope. Barter procedures work about as
follows: poll notifies the Department of Agriculture it has requirements
susceptible to barter requirements; i.e., fresh milk procurements in
Germany. Agriculture notifies U.8. barter brokers of requirements,
sells wheat or other commodities authorized for disposal to U.S, barter
broker offering lowest dispusal fee; the broker sells commodities in
authorized locations outside the U.S., and the broker deposits the
stipulated amount in special DoD) accounts. From these accounts Dol

pays suppliers. DoD sends a Treasury check to Department of Agriculture
in a like amount covering the barter broker's obligation., This procedure
prevents additional dollars from entering the balance of payments.

G. Net Adverse Bolance from Dob NATO Actions - 8.4 billion -
Gross receipts less offsets.

H, Overall FY 1972 U,S, Adverse Balance of Payments from all Accounts -
Ufficial Settlements - $22.0 billion -

Source: Department of Commerce publication, Survey of Current Business,
December 1972, page 41, line 42.

UASD(Comptroller)
March 28, 1973





